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Security and Collective Bargaining 


by vona.p J. wuiTe, Visiting Professor, 1959-1960, School of Industrial Manage- 
ment; and Associate Dean of the College of Business Administration, Boston College 


I 


Our stormy industrial relations concerning the issue of job 
security over the last eighteen months particularly in steel, long- 
shoring, and flat glass, and prospectively on the railroads, drama- 
tizes a simple truth: job security and status are a bedrock concern 
of the human being and he will fight literally to the death when they 
are threatened, I say "human being" - and not merely "worker" - 
because other groups, including United States Naval Officers, have 
been known to employ obstructionist tactics in similar circum- 
stances, } Analogous,too, are the pleas of business for tariff pro- 
tection and farmers for price supports when their security is at 
issue, 


In the workers' case, the unions did not create the problem, 
except perhaps to the extent that their wage policies may have 
stimulated technological change and accelerated the substitution of 
capital for labor, But the unions have a basic stake in how the 
problem is met, Indeed, it may not be too extravagant to say that 
if there were no unions the threat of job displacement would be 
enough to call them into being almost onthe moment, for the unions 
very properly articulate the workers' natural and human concern 
over job security. @ The problem is made no easier, either, by the 


| professor Elting E. Morison of the School of Industrial Management at 
M.I.T. has related the fascinating narrative of the opposition of the U, S. 
| Naval hierarchy to the introduction of continuous aim firing into the Navy at 
the turn ofthis century, Only the intervention of President Theodore Roose- 
velt made the introduction possible. See "A Case Study in Innovation, "' En- 
gineering and Science Monthly, April, 1950, reprinted in Shultz and Coleman, 
Labor Problems: Cases and Readings, (New York: McGraw-Hill) Second 
Edition, 1959, pp. 264-276. 


" view of the prospective impact of "automation" on the white collar 
worker, the latter's reluctant attitude towards unionism may well change 
once the machine becomes a real threat, It is true, of course, that the na- 
ture of white collar employment and the white collar work force in some 
sectors, e,g., the factors of high turnover, low average age, high propor- 
tion of women workers, etc,, tends to make possible easier adjustment to 
change and to militate against the development of trade union organization, 
Still, employers who do not wish to deal with unions had better be careful in 
handling threats to job security by the machine. 


fact that the prospective loss of jobs and members may threaten 


union security as well. 


The issue of industrial efficiency is a matter of grave inter- 
nationai concern, American needs at home - in education, in 
health, in care of the aged, infirm, and underprivileged, in provid- 
ing for the needs of a swelling urban population - and American 
world responsibilities for defense and foreign aid leave little room 
for the notion that in our affluence we need not be bothered about 
achieving a high rate of economic growth, We can ill afford boon- 
doggling, And even ifdemands onthe economy were not so imposing 
and obvious, should we not still prefer increased productivity to 
boondoggling so that we might enjoy more productive genuine 
leisure? 


Fortunately, there are several factors whichfavor constructive 
rendition of our difficulties in reconciling the clash between pro- 
ducer and consumer sovereignty. First, the problem is not yet 
acute, Second, good management can minimize the problem, 
Third, some recent developments in collective bargaining are high- 
ly auspicious, Fourth, constructive public policy can aid the 
process of adjustment by improving people's ability to adjust to 
change, 


II, 


Let us examine the process of collective bargaining as it relates 
to job security; but before we do, let us make two observations, 
First, there is a social cost, a demand upon human beings if you 
will, which is an inescapable consequence of economic progress, 
In our private system this cost does not automatically enter the ac- 
count books nor does it necessarily fall immediately upon those 
prepared to bear it, But it is real. The problem is to handle it 
sufficiently well and equitably sothat it willnot become a roadblock 
to progress, The second observation is that this social cost is a 
continuing phenomenon in our economy, arising irregularly and 
sometimes haphazardly in different occupations, industries, and 
places. Consequently, it is not enough to apply surgical treatment 
once in a while, here and there. Continuous arrangements, con- 
tinuous examination and treatment, are required, 


355 the current ''firemen who tend no fires''controversy on the railroads, 
it is not unimportant that elimination of the fireman on diesel locomotives in 
the freight and yard service would decimate the Brotherhood of Locomotive 
Firemen and Enginemen, 


‘the prime focus of this paper is on job displacement which occurs be- 
cause of increased industrial efficiency, But the problem is not less per- 
plexing when it arises from such other causes as changing demand patterns, 
the competition of new products, such other competitive sources as ''foreign" 
competition, or a combination of these forces, 
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Now, for collective bargaining these considerations mean a 
number of things, Perhaps most important, they mean that col- 
lective bargaining can deal only imperfectly and in a limited way 
with the problem in the usual case, For one thing, the cost might 
be too great for a given firm or industry to bear directly. Some 
hard-pressed railroads have little economic capacity to establish 
funds to help retrain workers, for example, They need whatever 
cost savings can come from increasedefficiency merely to survive, 
In any case, the problem in the main transcends the individual firm 
and industry, for it is one of fruitfully reallocating human resources 
to growing industries, occupations, and areas - a task usually be- 
yond the province of any given set of collective bargaining negotia- 
tions, 


Still, there is a great deal management and unions can do both 
within and outside of the collective bargaining process, Companies 
can often minimize the problem by insisting continuously upon ef- 
ficient practices, thereby avoiding the pitfall of ''snowballing" in- 
efficiencies which become so great that only a crisis affords any 
relief. To some extent it was the long-time accumulation of inef- 
ficient practices and arrangements which apparently led to the 
extended impasse innegotiations in1959 at Pittsburgh Plate Glass. 
Continuous management insistence upon efficient practices is not 
an unrealizable objective because the majority of American trade 
unions have been more interested in economic gains fromcollective 
bargaining than in active participation in management functions, 
Actually, some employers have learned that their employees are a 
good source of ideas for improving efficiency and through labor- 


> after a four-month strike, the parties agreed to submit the issues in 
dispute, mainly incentive work standards, speeds of operation, and seniority, 
to a three-man public commission for settlement, (See Current Wage De- 
velopments, Bureau of Labor Statistics, U. S. Department of Labor, Num- 
ber 135, March 1, 1959, page 2.) Members of the Commission are: Prof, 
Paul N. Lehoczky of Ohio State University, Chairman, Prof, Charles A, 
Myers of Massachusetts Institute of Technology, and Patrick J. Fisher, an 
attorney from Indianapolis, Indiana, The Commission has rendered awards 
on speed controls, incentives, and seniority and is still in operation. (See 
"Arbitration on'Plant Practices'and Contract Issues, '' Management Record, 
National Industrial Conference Board, September, 1959, pp. 274-277.) 


* ccoutina to the late Professor Sumner H, Slichter, unions as a rule 
do not interfere with the introduction of new equipment and processes but 
rather are interested in insisting upon big wage increases which force man- 
agements toimprove productivity constantly. See his ''Labor and the National 
Economy - The American System of Collective Bargaining, '' The Connecticut 


Federationist, Connecticut Federation of Labor, AFL, 1953, See also, 
"More Machines, Fewer Men - A Union That's Happy About It, ''U. S. News 
and World Report, November 9, 1959, pp. 60-64, 


management cooperation plans, notably the Scanlon Plan, 7 have 
significantly improved productivity. 


Nonetheless, situations will arise in which a substantial num- 
ber of jobs and workers will be displaced by technological change, 
by methods improvements of a creeping kind, and generally by the 
substitution of capital for labor. In steel, for example, though the 
labor contract in no way interfered with the installation of tech- 
nologicalimprovements, it did make more difficult manning changes 
which improved methods might warrant. Even now, after a 116-day 
strike, court action, federal intervention, and all of the pyrotech- 
nics displayed in that dispute in 1959, no authoritative figure for 
the number of jobs at stake has been published. Insofar as the 
"work rules" issue which precipitated the strike is concerned, the 
final settlement provided for no change in the rules and made pro- 
vision for a study committee to make non-binding recommenda- 
tions - an arrangement which would have been possible without a 
strike, 


The steel case, among other things, illustrates the point that 
in bargaining about such matters as work rules management will 
have much greater chances for success at the bargaining table if 
it is prepared to talk in detail about each rule;? if it recognizes 
that local practice problems may be more satisfactorily resolved 


Lp F. G. Lesieur (Editor), The Scanlon Plan - A Frontier in Labor- 
Management Cooperation, (New York: The Technology Press of M.I.T. and 
John Wiley and Sons, Inc,, 1958), Noteworthy also are the recently adopted 
plans for union-management cooperation to improve productivity in the con- 
struction industry. 


Sor the steel industry agreement, see ''Memorandum of Agreement in 
Basic Steel, '' Monthly Labor Review, February, 1960, pp. 161-163. Fora 
discussion of the earlier Kaiser Steel settlement, see "Interview with Edgar 
F, Kaiser, Board Chairman, Kaiser Steel Corporation," U. S. News & 
World Report, November 9, 1959, pp. 94-98. The industry settlement pro- 
vided for a joint committee, headed by a neutral chairman, to study the work 
rules problem, The Kaiser settlement provided for a joint committee to re- 
solve, if possible, problems related to automation as well as the work rules. 


During the Taft-Hartley Emergency Board hearings, Chairman Taylor 
asked John Morse of Bethlehem Steel if it would not help to cite some specific 
examples of the work rules problems, Morse replied that he did not think 
so, that they might get bogged down in particulars, Taylor responded with 
alacrity that it seemed to him that they had become pretty well bogged down 
in generalities! 
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at the local level; and if it does not try to move too far in any one 
year. 


Actually, collectively bargained provisions for study of work 
rules and the impact of technology on job opportunities constitute a 
highly constructive move, Most promising and interesting are the 
arrangements which have been negotiated by Armour and Company 
and the Meat Cutters and Packing House Workers Unions. 11 the 
"Automation" section of their 1959 Agreement establishes a joint 
committee with an impartial chairman anda $500,000 fund to be 
used "for the purpose of studying the problems resulting from the 
modernization program and making recommendations for their 
solution including training employees to perform new and changed 
jobs and promoting employment opportunities within the Company 
for those affected, '! 


This approach, not high in cost, puts the emphasis in the right 
place: on careful analysis of the problem so as to develop con- 


10 eel began the negotiations by insisting on holding the wage line to no 
increase in a new contract. It had granted 18-20¢ an hour in each year of 
the expiring three-year agreement, It introduced the work rules issue late 
(June 10) with the idea of granting some modest wage improvements if it 
made progress on the work rules. It settled seven months later for in-| 
creases averaging 3.5-3.75 per cent a year, and no change in the work 
rules, In retrospect, the industry gained little from its strategy on the work 
tules.(See A, Raskin, ''The Rout of Big Steel, '' New York Times, January 6, 
1960.) A, Raskin says, "the industry tried too much too soon and paid for its 
tactical misplays," 


a of the Agreement may be found in the Monthly Labor Review, 
October, 1959, page 1108. The same issue of the Review includes the terms 
of the West Coast Longshoremen's Union's Agreement with the Pacific 
Maritime Association, The latter establishes a $1.5 million fund to be dis- 
tributed to members of the fully registered work force, The Agreement 
states in part, ".,,This amount, in addition to 'buying time' for necessary 
study and experience, represents a recognition by the employers that savings 
accrue as a result of mechanization and changed methods of operation..." 


12 chairman of the Committee is Dr, Clark Kerr, President of the Uni- 
versity of California, an outstanding labor economist and arbitrator, The 
parties already have in their Agreement liberal provisions for severance 
pay. Hence their "Automation'' agreement specifies that the fund involved 
shall not be used to increase present severance pay. The findings and 
recommendations of the committee are not binding, but are to be made to 
the Company and the Union for further consideration no later than six months 
prior to the termination of the two year contract, The committee is also to 
"consider other programs such as transfer rights to plants covered by the 
Master Agreements where job opportunities remain or are increasing, and 
should consider any other methods that might be employed to promote con- 
tinued employment opportunities for those affected,'"' The fund tofinance the 
committee's activities is to be built from a contribution of one cent for each 
hundred-weight of total tonnage shipped from slaughtering and meat packing 
plants covered by the Master Agreements, 


tinuous methods for providing maximum intra-firm opportunities 
for displaced workers, With careful study of such things as the 
nature, location, and timing of turnover, seniority arrangements, 
possible wage structure modifications, and job requirements in 
relation to omnis, skills, much can be accomplished to ease the 
impact of change, 


Hl, 


While private efforts can smooth intra-firm adjustments, 14 
public arrangements and efforts canfacilitate inter-firm, industry, 
occupation, and area movements, Indeed, to the extent that ade- 
quate public policies help to maximize people's ability to adjust 
where they must move, the pressures should be lessened on private 
parties toadopt unwise restrictive policies generated by individuals' 
fears which make them unwilling to adjust to new conditions, Such 
policies ineffect cater to people's selfrespect. They remove some 
of the ''sting'' from change. They permit a rational appeal tothe 
aggrieved, They frankly reply on the premise that '"'...workers' 
opposition is not against technological change, as such, but against 
the uncertainties that the adjustment produces, "l5 Give workers a 


13 collective bargaining has also produced a precedent on the railroads 
which might help them adjust to technological change. As early as 1936 
most of the nation's carriers and 21 major railroad unions entered into the 
Washington Job Protection Agreement which provided extended dismissal pay 
allowances for those terminated and differential pay for those demoted as the 
result of a consolidation. Provision was made for meeting moving expenses 
and reimbursement for residential property losses’ where an employee had 
to move, (See Haber and Kahn, "Maintenance of Way Employment - I, Tech- 
nological Displacement in Employment and Possible Moderating Measures, "' 
Monthly Labor Review, October, 1957, pp. 1181-1182.) In October, 1959, 
the Brotherhood of Maintenance of Way Employees and the Eastern, Western, 
and Southeastern Carriers Conference Committees executed a job stability 
agreement requiring the greatest possible advance nctice of prospective 
changes to allow for full discussion to minimize adverse effects on the em- 
ployees involved. (See the article by A. M. and J. N. Ross in Studies in Un- 
employment, Special Committee on Unemployment Problems, U. S. Senate, 
86th Congress, 2nd Session, page 111.) For a further excellent discussion 
of worker resistance to change and constructive suggestions for management 
to follow in introducing changes, see Pigors and Myers, Personnel Ad- 
ministration, (New York: McGraw-Hill Book Co., Inc, third edition, 1956), 
Chapter 20, especially pp. 312-320. 


es a further summary of what many firms are doing see ''Automation's 
Impact, '' The Wall Street Journal, December 1, 1959. 


- quotation is from Kenneth F, Thornbury, ''The Crisis on Job Con- 
trol: A Union View, '' Western Business Review, Vol. IV, No. 1, February, 
1960, page 34. Thornbury is Assistant Research Director for the Oil, 
Chemical and Atomic Workers International Union. It might be noted that 
the Oil, Chemical and Atomic Workers have been involved in at least one 
major dispute concerning workrules. See Business Week, January 23, 1960, 
page 113 for an account of the 191-day dispute on this issue at American Oil 
Company's Texas City refinery, 
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reasonable chance to adjust to change, in other words, and the odds 
will be much better that most of them will seize the opportunity even 
where, in individual cases, mainly because of skill obsolescence 
or age, the transition may be hard and costly. 


What needs to be done specifically through public policy has 
been delineated by experts. More and better public job counsel - 
ling, placement, and training; extended unemployment benefits for 
those genuinely interested in but unable to find jobs;!? loan pro- 
grams to facilitate geographical movement; special incentives to 
industry to locate new facilities in "depressedareas", All of these 
recommendations would improve the functional performance of the 
labor market, mainly by improving the workers' mobility and ability 
to fill job opportunities, 8 Experience abroad indicates that these 
measures can pay economic and social dividends. 


The challenge to the trade unions and industrial management is 
to assist, through joint efforts insofar as possible, in the develop- 
ment and actual implementation of such policies in the United 
States, Though some support of the programs involved should 
come from the general revenues of government because the entire 
nation benefits from better and fuller use of our human resources, 
much of the support should come from payroll taxes. In the last 
five years in the United States, unemployment compensation taxes 
as a percentage of total wages have run between 0.79 and 0.93 per 


a Studies in Unemployment, Special Committee on Unemployment 
Problems, U. S. Senate, 86th Congress, 2nd Session, (Washington, 1960) 
especially the articles by Dunlop, Myers, Ross, Dankert, Haber, Kaufman, 
and Miernyk, 


its might be noted that the Commonwealth of Massachusetts has since 
1956 had a provision in its law toallow extended unemployment compensation 
benefits to any worker enrolled in a training program conducted by the State 
Department of Education or approved by that agency. 


18 ough we have prescinded from the maiter here, the fiscal, budge- 
tary, and monetary policies of the nation are important elements in the 
achievement of a high national growth rate and must play an important role 
in efforts to attain reasonably full and efficient utilization of our human re- 
sources, (See Report of the Special Committee on Unemployment Problems, 
U. S. Senate, 86th Congress, 2nd Session, (Washington, 1960) especially 
pp. 122, 131, and 132.) 


19500 especially W, H. Miernyk, "Foreign Experience with Structural 
Unemployment and Its Remedies" in Studies in Unemployment (cited supra), 
pp. 411-432. 


Looking to the longer run, the nation must raise educational attain- 
ment levels to improve people's capacity to adjust to change, While it would 
be absurd to regard greater educational attainment per capita as a panacea, 
still it is not illogical to expect that better educated people would be more 
adaptable, 


cent - or less than one per cent, well below the 3 per cent of pay- 
roll figure which was indicated as the appropriate tax rate for an 
adequate program by the Committee on Economic Security when 
unemployment insurance was under consideration in the thirties, 20 
Hence, such taxes can be increased considerably without exceeding 
what was originally regarded as a reasonable figure, But any in- 
creases should be regarded as an allocation of labor cost and 
worker income just as would be the case, for example, in the al- 
location of a fraction of payroll to support a private pension plan. 
In short, funds from industry used to support public programs, be- 
cause they fruitfully complement intra-firm private efforts, auto- 
matically become funds not available for private disposition through 
collective bargaining. It is especially important that unions and 
their members understand that this is a part of the cost of dealing 
effectively with the job security problem, 


This year marks the silver anniversary of the passage of the 
National Labor Relations Act (more widely known as the Wagner 
Act), There has been much progress in collective bargaining in 
twenty-five years, But it is already clear that the continuation 
of progress in the next quarter century is going to require that 
labor and management cope effectively with the issue of job se- 
curity. In a rapidly developing economy, this issue will intensify 
in magnitude and scope. To meet it both management and labor 
must appreciate that public policy can be adapted to serve their 
cause more fully. 


20 
George F., Rohrlich, ''Public Policy Implications of Unemployment 
Insurance Financing, '' Proceedings, 1lth Annual Meeting of the Industrial 
Relations Research Association, 1959, pp. 111-112. 


1 This is the conclusion of Professor E, R, Livernash in "Brookings 
Research Project onthe Influence of Unions upon Management: A Reappraisal 
of Union Policies and Industrial Management, "' delivered before the Annual 
Meeting of the Industrial Relations Research Association, Washington, D. C., 
December 29, 1959. The Brookings study, under the direction of the late 
Professor Sumner H, Slichter, Professor Livernash, and Professor James 
J. Healy, has reviewed selected aspects of labor relations since about 1940. 
Professor Livernash's paper is in the nature of a preliminary report and 
discussion of some of the findings of the full study, The Impact of Collective 
Bargaining on Management, which is scheduled for publication in late 1960. 
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Divisional Profit Standards 
by GORDON SHILLINGLAW, Assistant Professor of Industrial Management 


Underlying the private enterprise economy is a strong philo- 
sophical devotion to the principle of allocating productive resources 
through the market interactions resulting from the employment and 
utilization decisions of independent autonomous economic units, 
Although the mixed economies of the non-Communist world are a 
far cry from the world of the "invisible hand" envisioned by Adam 
Smith two centuries ago, they still rely on a multitude of individual 
economic entities for resolution of resource allocation problems, 
It is thus not surprising that anincreasing number of business firms 
have been seeking ways to supplement centralized authority bya 
partial delegation within the firm of responsibility for making de- 
cisions on the basis of expected profitability, The name given to 
this development is decentralization, Its hallmark is the sub- 
division of the large economic unit into smaller, relatively self- 
contained entities that are equipped to operate in substantially the 
same manner as independent firms dependent on their own profit 
performance for economic survival. 


OBJECTIVES OF INTERNAL PROFIT REPORTING 


The creation of these semi-autonomous units, often referred to 
as "profit centers, '' has three major objectives: 


1. To provide a basis for delegating portions of top 
management's decision-making responsibility to 
executives who have closer operating familiarity 
with individual products or markets, 


2. Tobring subordinate executives into more direct 
contact with the ultimate profit objectives of the 
firm. 


3. To provide an integrated training ground for the 
top managers of the future, 


Effective progress toward these goals of decentralization re- 
quires the formulation of a sound system of divisional profit re- 


ll 


porting, There are four major objectives underlying the internal 
profit reporting structure: 


1. To give top management some indication of the 
effectiveness of division managers in exercising 
the authority delegated to them; 


2: To guide division managers toward decisions that 
will increase company profit; 


3, To indicate the relative profitability of different 
parts of the company's activities; and 


4, To provide a measure of the profitability of the 
funds invested in each division, 


Of these, the first two are the most important, Management 
cannot delegate substantial decision-making powers without some 
way of checking up to see that that authority is exercised with rea- 
sonable competence, 


The periodic profit report provides information relating to a 
major aspect of the manager's performance in exercising the 
authority delegated to him. To accomplish this satisfactorily, it 
must be designed insofar as possible to separate his performance 
from that of others in the company organization. 


The second objective is to provide guidance to the division 
manager in making decisions within his jurisdiction. If the finan- 
cial aspects of his performance are to be evaluated in terms of 
reported divisional profit, then he cannot help but be influenced by 
the effects that his decisions will have on the division's profit re- 
port. The main problem here is to design the measure of profit in 
such a way that it will increase when the division's activities have 
increased company profits and decrease when the division's ac- - 
tivities have reduced company profit. The division manager can- 
not be expected to make a decision that will increase company profit 
if it will at the same time have the effect of reducing the profit 
shown on his monthly profit reports. 


The third main objective of periodic profit reporting is to meas- 
ure the relative profitability of different parts of the company's 
activities. This is the least important of the four, Managerial 
decisions relating to the future of any particular division cannot be 
based solely on a review of past performance, The historical 
record may indicate that something should be done to improve 
profitability, but not what, For this purpose we must depart from 
the routine periodic profit report and study the probable results of 
various possible courses of action. 

Finally, we have the fourth objective of the periodic profit re- 
port - to provide a measure of the profitability of past investments 
in the division. Actually, this is merely an additional dimension of 
the problem of measuring the profitability of an activity or product 
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line, The fact that the ratio of profit to investment is not rising or 
is lower than the company average or the ratios achieved by other 
companies has a greater relevance to the question of activity eval- 
uation than to the evaluation of managerial performance, Because 
activity evaluation must be forward-looking rather than historical, 
any conflict between the requirements of profit reporting for mana- 
gerial evaluation and the desire to obtain a measure of investment 
profitability must be resolved by giving precedence to the mana- 
gerial evaluation objective. 


CRITERIA FOR DIVISIONAL PROFIT STANDARDS 


If the main purpose of internal profit measurement is to pro- 
vide information for current operating control rather than long- 
range investment control, then the evaluation and control standard 
must be a relevant indicator of profit controllability, To achieve 
this, it must satisfy two main criteria: 


1. Is it currently attainable? 


2. Does it reflect adequately the degree of divisional 
profit controllability ? 

The first requirement is difficult to define in unambiguous 
terms, Each division is to a certain extent unique with respect to 
the conditions that affect its performance, Profit differences can 
be created by variations in the age or condition of production facili- 
ties, by differences in local wage structures, transportation costs, 
and raw materials prices, by differences in the types of products 
handled or customers served, or by differences in the degree of 
competition faced in the market place. Furthermore, the standard 
that is applicable in one year may be entirely inappropriate in 
another if market or operating conditions have changed significant- 
ly. Nothing can undermine a profit measurement system more 
quickly than a standard that is not in tune with current operating 
realities, It may serve adequately as a target or objective, but it 
is not a standard of satisfactory managerial performance, 


The second criterion, the need for consistency with the extent 
of divisional profit controllability, applies with equal force to the 
standard and to the measure of divisional profit, Both the measure 
of profit and the standard with which it is to be compared should be 
defined so as to exclude any variances that are not to some signifi- 
cant extent within the control of the division managers, This cri- 
terion must be interpreted liberally, of course, No variable is 
ever completely and absolutely controllable; controllability always 
means the ability to influence an item of cost or revenue within 
limits that may be either very broad or extremely narrow, No 
measure of profit, no matter how carefully defined, can hope to be 
a precise reflection of a manager's effectiveness in profit control, 
The danger lies in trying to avoid the problem by adopting a profit 
definition that eliminates so many of the possible sources of vari- 
ances that the manager is relieved of most of his profit control 
responsibilities, 


For example, changes in local property taxes are clearly out- 
side the scope of divisional controllability, as is the amount of most 
central administrative expense allocated to the divisions, Varia- 
tions in divisional sales, however, are an important aspect of 
managerial performance even though they may result in large part 
from changes in general business conditions, To define controlla- 
bility so narrowly as to exclude this latter kind of variation would 
be to reduce profit comparisons to a narrow band of cost variances, 


PROFIT BUDGETS vs. RETURN ON INVESTMENT STANDARDS 


Most companies that have moved far enough in the direction of 
decentralization to prepare divisional profit reports express divi- 
sional profits as percentages of divisional investment, These 
return-on-investment ratios are then compared with similar ratios 
for prior periods or otherdivisions or with some desired company - 
wide return-on-investment ratio. 


The most serious defect of uniform company-wide return-on- 
investment’ standards for this purpose is that they violate the cri- 
terion of attainability, The manager of a division operating ina 
depressed market, for example, is likely to regard uniform com- 
pany-wide return-on-investment standards as unattainable, The 
manager of a division in an expanding market, on the other hand, 
can often meet one of these uniform standards with relative ease, 
Any pressures for even greater profit improvement must be 
supplied from other sources - none can come from the uniform 
standard, 


The calculation of divisional return-on-investment ratios runs 
up against another difficulty. Many assets that are necessary to 
support the operations of a division are administered centrally 
rather than by the division managers. Allocations of these invest- 
ments, and of associated general overhead costs, are inescapably 
arbitrary; they are neither controllable by the division managers 
nor objectively traceable to the operations of particular divisions, 
As a result, the return-on-investment ratios are not truly compar- 
able to targets drawn from reported performance of other com- 
panies or from estimates of the company's own cost of capital. 
Failure of one division to achieve the target return-on-investment 
may merely mean that that division has been assigned too large a 
share of joint investments or common overhead costs, 


All of this leads to the conclusion that budgeted profit provides 
a better profit standard for managerial performance evaluation 
than any uniform ratio applied across the board, This is implicitly 
recognized by many companies that express their standards in 
terms of ratios but vary the ratio from division to division. A 
carefully conceived profit budget is by definition attainable with 
good management under expected operating conditions, The budget 
may be as high or as low as these conditions seem to warrant, 
Detailed profit budgets, moreover, provide a basis not only for de- 
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termining net variations from budgeted performance but also for 
analyzing the elements that together account for the net variation, 
Step-by-step breakdown of the return-on-investment ratio intocom- 
ponent ratios, such as margin on sales and asset turnover, is 
useful, but it is not nearly as informative as item-by-item analysis 
of cost and sales deviations from budget. 


The use of desired-profit ratios as profit standards stems from 
a confusion of long-run desirability with short-run attainability, or 
a confusion of managerial evaluation with activity evaluation. A 
standard return-on-investment ratio, for example, may indicate that 
past investment outlays in a particular division are not producing 
profits at the desired rate, Perhaps this division's operations 
should be studied to see whether anything can be done to improve 
its profit performance, In extreme cases it may even be found that 
the company would be better off to liquidate the division or parts of 
it and invest the released capital in more profitable ventures, But 
a low profit achievement is not necessarily something that can be 
attributed to the operating manager, 


CONTROLLING DIVISIONAL INVESTMENT 


Advocates of the return-on-investment approach to divisional 
profit reporting and evaluation rely heavily on the argument that 
the use of divisional profit budgets, established without reference to 
the amount of invested capital, reduces the accountability of the 
division manager for the prudent use of capital funds. Clearly, 
some mechanism must be provided to regulate internal capital in- 
vestment. Capital is invested to produce profits. If profit expecta- 
tions are inadequate, investments should not be made. Investment 
control, however, is notachieved primarily through routine histori- 
cal comparisons: 


1, Most of the division's plant and equipment in- 
vestment remains substantially unchanged for 
long periods, and is thus not currently control- 
lable, 


2. Control over current capital expenditures is 
achieved by project review and justification pro- 
cedures that emphasize future expectations 
rather than past performance; the major portion 
of these decisions is made atthe top management 
level rather than by the division managers, 


There is, however, one portion of divisional investment which 
is subject to a substantial degree of current control at the division 
manager level and this is the investment in working capital, par- 
ticularly investments in inventories and receivables, One way in 
which the importance of investment control over these elements 
can be brought home to the division manager is to include a pro- 
vision for interest on controllable investment in the division's 
profit budget and to charge interest to divisions on the basis of 
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actual controllable investment balances, This practice ties in very 
nicely, for example, with the inventory control formulas used by 
many companies to achieve a balance between the costs of carrying 
inventories and the economies of long production runs and stable 
production levels, 


MEASURING DIVISIONAL PROFIT 


No matter whether profit budgets or return on investment ratios 
are used as divisional profit standards, the usefulness of the per- 
iodic profit reports as indicators of the effectiveness of current 
profit control depends on the concepts underlying the measurement 
of divisional profit. 


First, there is the always troublesome question of how to allo- 
cate central administrative expenses, There are atleast two solu- 
tions to this problem, One way is to define divisional profit as 
controllable profit and to charge the divisions only for specifically 
identifiable services rendered, priced at a fixed rate per unit of 
service, All other administrative and general service costs can be 
treated as corporate expenses and not allocated to the divisions at 
all, The alternative is to define divisional profit as net profit but 
to charge the divisions for the costs of non-identifiable services as 
a lump sum, unchanged from month to month, In this case only the 
administrative cost variance, or difference between the predeter- 
mined lump sums and actual administrative costs, would be treated 
as a corporate expense, not allocated to the divisions, In either 
case, the operating divisions would be relieved of any variances in 
administrative costs over which they have neither direct nor in- 
direct control. 


A much more difficult problem is the question of transfer 
pricing. The price paid by one division to another for products 
transferred between the two divisions can have an important bear- 
ing on the profits reported by each, Before examining this prob- 
lem, definitions of a few terms will be helpful. The item to be 
transferred from division to division is called the intermediate 
product. The division inwhich this item originates isthe supplying 
division; the division to which it is transferred is the buying 
division, 

The most difficult aspect of the transfer pricing problem is that 
the transfer price must consider two distinct objectives, objectives 
that are often inconflict. First, the transfer pricing system should 
assist management in securing an economic allocation of re- 
sources - that is, it should facilitate decisions as to make or buy, 
sell or process further, Second, it should permit measures of 
divisional profit performance that will be regarded as reasonable 
by the various division managers. Solving both of these problems 
simultaneously is a difficult task. 


Suppose a division manager is faced with the problem of 
choosing between an outside vendor and an internal supplying divi- 
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sion for all or part of his requirements of a certain intermediate 
product, If he is given free choice as to his sources of supply and 
if his financial performance is to be judged on the basis of division- 
al reported profit, then he will very likely choose the source with 
the lower price, other things such as reliability and quality being 
equal, But now suppose that the transfer price is based on full 
normal cost plus a mark-up and thatthe supplying division is oper- 
ating at 60 per cent of normal capacity. Assume also that the 
market price is less than this full normal cost but greater than in- 
cremental cost, Company profit will be higher if the intermediate 
product is purchased internally, but the reported profit of the buy- 
ing division will be lower, Here is the dilemma, Strict application 
of the principle of decentralization requires that the buying division 
manager be granted control over his sources of supply. If there is 
complete rigidity in the transfer price, the only way that top man- 
agement can prevent an action that would reduce company profit is 
to abrogate the buying division manager's authority and order him 
to purchase internally. But in these circumstances how can the 
buying division manager be held responsible for his division's re- 
ported profit ? 


Many economists have suggested that the solution to this prob- 
lem is to set transfer prices equal to the marginal or incremental 
cost of manufacturing the intermediate product. This will solve 
the resource allocation problem,but as long as the transfer price 
is lower than the market price or average full cost, the supplying 
division manager canobject that top management is interfering with 
his freedom to toogreat an extent, Furthermore, as his operations 
approach capacity, the supplying of additional product to internal 
customers will require diversion of product from external cus- 
tomers who pay higher prices, If the manager of the supplying 
division is to be evaluated on the basis of reported profit, he will 
be reluctant to do this, preferring to sell in the market in which he 
gets the higher price. 


This weakness of the marginal cost transfer pricing scheme 
has led a number of writers and a considerable number of com- 
panies to adopt a scheme of inter-divisional negotiation over trans - 
fer prices. When idle capacity exists, the supplying division will 
be ‘willing to reduce the transfer price as long as it is still high 
enough to cover incremental costs. When demand for the inter- 
mediate product is strong, however, the buying division may have 
to pay a premium for internal purchases, 


To make a system of negotiation work satisfactorily, one or 
two conditions must be met. First, both the supplying and the 
selling divisions must have authority to go outside to sell or buy 
the intermediate product if they are dissatisfied with the transfer 
price. Otherwise we have a situation that the economists call bi- 
lateral monopoly in which the bargaining range is very wide and the 
transfer price will indicate nothing more than who is the more 
forceful bargainer. 


Second, there must be realistic outside opportunities for both 
buyer and supplier. Freedom to sell outside is meaningless if the 
supplying division has no ready independent outlet for the inter- 
mediate product; freedom to buy outside is an illusion if the com- 
pany refuses to disclose product specificaticns to potential outside 
suppliers, 

It is this latter factor more than any other that makes it ex- 
tremely difficult to decentralize effectively on a functional basis, 
Many transfer pricing problems would disappear if the division 
structure could be reorganized around product lines, Transfers 
within each division could then be made at full standard cost or in- 
cremental cost; the functional sub-executives in each division 
would not be expected to make final decisions on make or buy or 
sell or process further, This would be the province of the division 
manager and his staff, who could look at the problem without 
worrying about the realism of the transfer prices within the divi- 
sion. It is easy to forget that profit decentralization is not a sub- 
stitute for the other control techniques of budgeting and standard 
costing but an extension of them. Within each decentralized divi- 
sion or profit center, just as in the completely centralized firm, 
functional performance continues to be measured in these more 
traditional terms, 


SUMMARY 


Measurement and evaluation of divisional profit performance are 
not simple, but they can be simplified. First, it should be recog- 
nized that the major purpose of divisional profit measurement is to 
provide information for evaluation and control of managerial per- 
formance rather than for appraising the profitability of the divi- 
sion's facilities or productlines. Second, the divisional boundaries 
should be established in such a way as to reduce the number of 
interdivisional transfers and to permit effective market checks on 
the realism of transfer prices, Third, the measure of divisional 
profit should be based on the principle of controllability, either 
eliminating non-controllable charges entirely or making them in 
such a way as to lead to no variances from profit standards, And 
finally, the profit standard for managerial evaluation should be 
based on budgeted data, specifically attuned to the current operating 
potentialities of each division, independent of long-run normal de- 
sired yields on invested capital. It is on this last point that the 
greatest difference of opinion will exist. If we accept the premise 
that what we aretrying to do is to provide a measure of managerial 
performance, however, this conclusion is inescapable. 
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M.I.T. Fellows in Africa 


On October second Dean Johnson announced the appointment of 
eight S.I.M. graduates of the Class of 1960 as M.I.T. Fellows in 
Africa, These men will be serving two-year tours of duty in Africa 
under a program aimed at providing assistance in the economic 
development of three African territories. The Fellows are to be 
employed as staff assistants in government ministries, industrial 
development corporations, or similar institutions engaged in 
economic development in Nigeria, Tanganyika, and Uganda, A grant 
from the Ford Foundation allows M.1I,T. to sponsor this program 
by supplementing the salaries the Fellows receive in Africa and by 
paying the travel expenses and other costs of administering this 
program, 


The African program rests on the following assumptions: 


1, The situation in these less developed countries in 1970, 
and the part which Americans have played in their 
progress or lack of it, will have a considerable bearing 
on the prestige and influence of the United States at that 
time, 


2. Lack of qualified staff in government ministries or other 
development organizations to perform the tasks of se- 
lecting, formulating, financing, launching, and super- 
vising new enterprises imposes a serious limitation on 
the rate of economic development. 


3, The graduates of the S.I.M. program receiving their ; 
Master's Degrees combine technical and business train- 
ing of a sort which is extremely scarce in Africa and 
which should permit them to make a real contribution as 
staffassistants in such economic development organiza- 


tions, 


The African program emerged from discussions in a class 
taught by Carroll L. Wilson, Visiting Professor at the S.I.M. 
Mr. Wilson's travels in 1959 under the auspices of the Council on 
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Foreign Relations took him to nine territories of Africa south of 
the Sahara, He was impressed by the need for well trained, young 
personnel at the staff-assistant level capable of handling technical 
and economic information for responsible officials of economic de- 
velopment organizations, When several members of the class ex- 
pressedinterest in the possibility of serving in some role in Africa, 
the present scheme was developed through discussions with those 
students who were seriously interested, Arrangements forthe plan 
were completed with the African governments and organizations so 
that by mid-April eight men from the Class of 1960 could be ap- 
pointed to positions in these three territories, 


The two-year program at the School of Industrial Management 
is an excellent preparation for service in the kinds of positions 
Professor Wilson had observed needed filling. The M.I.T. curri- 
culum is, of course, different from any given in the United Kingdom, 
and hence the graduate of this School is not well known or under- 
stood in African territories. 


The M.I,T,. Fellows and the positions they will occupy are as 
follows: In Nigeria D, Nichols Carter, Rockefeller Brothers Fund, 
Lagos; John S, Glass, Ministry of Finance, Northern Regional 
Government, Kaduna; William L. Hooper, Development Corpora- 
tion (West Africa), Lagos; Charles H, Olmstead, Investment Com- 
pany of Nigeria, Lagos. In Tanganyika Frederic E, Mangelsdorf 
and Donald H, Shaw, Ministry of Finance, Dar es Salaam. In 
Uganda Henry B, Thomas, Uganda Development Corporation, The 
position William B. Mott will fill is awaiting confirmation, In ad- 
dition to their regular duties, the Fellows will undertake the teach- 
ing of industrial management as an extracurricular activity. 


As a preparation for their service in Africa, some Fellows 
participated in special studies, conducted this summer in the United 
States and later in England, which will increase their immediate 
usefulness to their employers in Africa, Messrs, Carter, Glass, 
and Mangelsdorf made a study of sources of technical and financial 
assistance available to their respective territories - Nigeria and 
Tanganyika, The studies involved meetings with officials of Ameri- 
can national organizations such as I,C,A., Export-Import Bank, 
Chase International, and American Overseas Finance Corporation, 
They also involved meetings with the officials of the International 
Bank for Reconstruction and Development, U. N. special agencies, 
and various organizations in the United Kingdom which engage in 
technical and financial assistance to overseas territories, Donald 
Shaw made similar studies, participating with the other Fellows in 
some of their meetings with officials in New York and Washington 
but directing his principal attention to industrial development banks 
and to sources of assistance for geological exploration and develop- 
ment programs, Messrs, Mangelsdorf and Shaw and their families 
will spend the first six weeks in Tanganyika studying Swahili ata 
special school in the northern part of the territory. 


This program differs from most other aid plans in that the 
M.1I.T,. Fellows will be regular employees of the organizations in 
which they serve in Africa, Although they will also hold appoint- 
ments from M,.I.T. which will permit supplementing their African 
salaries, they will be directly accountable to the heads of the in- 
stitutions in Africa in which they are serving. 


The present program is clearly of such modest dimensions as 
to be a pilot project to determine whether the results justify ex- 
tending it for a further period of time with other men and perhaps 
in other countries, Early in 1961 a review will be made in Africa 
to determine whether it is desirable to extend the program to grad- 
uates of the Class of 1961 and perhaps laterclasses. In the summer 
of 1961 a conference will be held in Africa to bring together the 
eight Fellows serving under the initial program, It is expected that 
representatives of the institutions by which they are employed will 
also attend this conference as will the new Fellows in any con- 
tinuing program. 


The program for M.I.T. Fellows in Africa promises to yield 
many benefits, First, the presence of the Fellows will provide 
technical and managerial skills required to accelerate the rate of 
growth of industry within these African territories, Second, the 
program will enable the officers of the Africanorganizations to ap- 
praise the value of the S,I.M. program in industrial management, 
Third, a two-year tour of duty in such positions would present an 
unusual opportunity to the Fellows for self development, Fourth, 
the feedback from the interns to M.I,T. should prove to be very 
valuable in the development of a broader program of teaching and 
research contemplated by M,I, T. Problems faced by each of the 
underdeveloped economies are in many respects unique,and proper 
understanding of them will add greater depth to the development of 
management education, Finally, growing relations with one of 
America's leading educational and scientific institutions should add 
significantly to the orientation of these countries towards the Free 
World, 
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Internship in Management 


Motivated by a concern that education in the theory of business 
is too seldom balanced by management experience, the School of 
Industrial Management and the Young Presidents' Organization! 
have developed a new and valuable program for graduate students 
of industrial management. Entitled Internship in Management, the 
program has provided graduate students with the opportunity of 
working during the summer as assistants to presidents or executive 
officers of YPO companies, In this capacity, the student has an 
opportunity to study business problems as they develop, to watch 
as management decisions are made, to participate in management 
meetings, and to perform constructive work on management prob- 
lems in one or more projects assigned over the course of the 


summer, 


The Internship program, although experimental, has been grow- 
ing rapidly over the past two years, The original idea for the 
program resulted from informal discussion following a meeting be- 
tween the Young Presidents and student representatives of several 
graduate schools of business, The S,I.M, faculty were especially 
enthusiastic over the creation of such an internship program and 
assumed the initiative in generating equalinterest within the School, 


In 1959, the School of Industrial Management and local members 

of the Young Presidents’ Organization decided to institute the pro- 

} gram ona trial basis, Interviews were held in the spring and four 
students were selected to work for three YPOcompanies: the Hotel 

Corporation of America, Masury-Young Corporation, and Inter- 

! national Packings Corporation. Special projects were analysis of 
motel site locations, analysis of equipment replacement policies, 

and the development of plans for successfully financing anticipated 

growth, Oneintern was fortunate enough to be able toassume some 


lohe Young Presidents' Organization is a nationwide association of men 
between the ages of 30 and 40 years who are presidents of companies having 
sales exceeding 1 million dollars, 


of the responsibilities of the executive vice president for one month 
when the latter was called out of town. Students and presidents 
participating in the summer program felt that the experience had 
been mutually beneficial and recommended that Internships in Man- 
agement be continued the next year, Due to the enthusiastic re- 
ports of the students and presidents, 34 students and 12 companies 
participated in interviews in the spring of 1960. Ten students were 
chosen to intern in eight companies located from Chicago to Old 
Town, Maine, 


Final reports on the success of this recent program have not 
yet been received from the presidents, but the interim reports indi- 
cate that most of them were highly pleased with the ability and 
performance of the students. Typical reactions were: 


"(The intern's) study onhis project was very thorough 
and complete. In his report, he brought out several 
points which we would not have thought of," 


"It has been possible for him to observe our people 
and study their operation more candidly than any 
other reporter totop management has done before... 
I am anxiously awaiting the full impact of his 
findings," 


"(Our intern)is doinga terrific job and has surprised 
everyone with a fantastic report after being here only 
one month, 


For their part, the students found that their special projects, 
their freedom of movement within the company, and their associa- 
tion with the presidents provided an invaluable addition to their 
education, On their projects, the interns worked in almost all 
areas of concern to management including finance, marketing, 
purchasing, production, and accounting. One specific case illus- 
trates the scope of the projects. In the development of a cost 
accounting system, one intern spent five weeks analyzing the in- 
formation flow and accounting techniques associated with cost 
calculations for income statements and control reports. After de- 
termining problem areas, the intern presented the results of his 
findings to the president and comptroller and received approval to 
continue his study. By the end of the summer, working closely 
with the comptroller, the intern was able to prepare a preliminary 
draft of a manual for a new cost control system, The project is 
now being completed by the company and is scheduled for imple- 
mentation in the late fall. 


Freedom of movement within the companies provided the in- 
terns with an unusual opportunity. Not only were the interns able 
to put some of their training to use in solving one or more prac- 
tical management problems, but they were also able to study a 
business enterprise quite closely, to discover problems in areas 
outside of their project assignments, and to propose solutions, As 
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students and therefore devoid of definite status within the company, 
the interns found that they could associate freely with personnel at 
all levels of the organizations and discuss almost allaspects of the 
companys' operations that interested them, Through suchcontacts, 
the interns broadened their knowledge of the complexity of a business 
enterprise and were made aware of the problems confronting man- 
agement in the day-to-day operation of a firm. 


The most vital part of the program, however, was the relation- 
ship between the intern and the president or executive to whom he 
was assigned. One of the basic desires of the originators of the 
internship program was that a close liaison would be maintained 
between the president and the student, By working closely with an 
executive, the student would be able to watch an administrator as 
he confronted and solved day-to-day management problems, The 
actual relationship which developed naturally varied with the indi- 
vidual company and president, Some presidents assumed greater 
initiative in integrating the intern into company affairs and in in- 
volving him in management functions, In these situations, the intern 
had a greater opportunity tolearn about more confidential manage- 
ment problems, to participate in policy meetings, and to attend 
executive sessions, Although none of the interns was ever con- 
sidered merely a temporary employee, some could not develop 
completely satisfactory relationships and therefore did not partici- 
pate as fully in company affairs, 


For the presidents, mere altruism was not the dominant motive 
for participation in the program, The presidents who were in the 
1959 program had found that the students were capable of making 
substantial contributions to the companies, Not only were the 
students able to perform competent and meaningful work on im- 
portant special projects, but they also could and did take objective 
looks at the companies, The interns' reactions and proposed solu- 
tions to problems existing in companies became part of final reports 
submitted to the presidents, These final reports summarized the 
students' entire summer experience and, like the Internship pro- 
gram, proved valuable both to the students and to the presidents, 


Editorial . . . 


. . . the adventure of action 


Alfred North Whitehead described the great tradition of Western 
education inhis phrase: ''The adventure ofaction met the adventure 
of thought.'' This concept adequately describes the Internship in 
Management program created by the School of Industrial Manage- 
ment and the Young Presidents' Organization, Graduate students 
are given the chance to test and use their knowledge within the con- 
text of practical business situations, Often for the first time, the 
students are actively involved in management and can broaden their 
education by learning how thought and action can be combined, The 
Internship program has potential to become one of the major assets 
of graduate education at S,I,M. 


The trial basis on which the Internship program existed for the 
past two years has permitted objective analysis of the merits of the 
program before either the School or Y PO became officially involved, 
The response of the students who have just completed their 1960 
internship and the interim reports ofthe presidents indicate clearly 
to us that the need for an experimental status has disappeared and 
that the program should be instituted on a permanent basis, In ad- 
dition, the scope of the program should be enlarged to permit the 
benefits of such an experience to be extended to as many students 
and companies as possible. 


Although the success of Internship in Management cannot be 
questioned, steps can be taken to maximize the potential of the 
program. First, the philosophy of the program should be clarified 
and communicated more successfully both to the students and to the 
presidents, The School should stress to those presidents who desire 
to participate in the program that they assume a moral obligation 
to involve the interns actively inthe management of the companies. 
This involvement will require the presidents to assume initiative in 
meeting regularly with the interns todiscuss general questions con- 
cerning company operations and policies. Each executive officer 
must have adequate advance information on the expected arrival of 
the intern, the type of work the intern will be doing, and the treat- 
ment he is to receive in accordance with the aims of the program, 
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Unfortunately, in the past there has been some confusion on the 
part of the presidents as to the amount of initiative to be assumed, 


Second, more adequate information concerning the companies 
should be made available to the students prior to the interviews, 
Without adequate knowledge of the size andtype of operations of the 
various companies, the students face a difficult problem of select- 
ing the presidents whom they wish to interview and the companies 
in which they might desire to intern, Not only should basic infor- 
mation onthe companies be provided, but also there should be clear 
statements by the companies outlining specific projects to which the 
interns would be assigned, In the past, some projects had not been 
determined by the time the interns began work, As Internship in 
Management increases in size and the selection process becomes 
more difficult both for the presidents and for the interns, more de- 
tailed information on the project areas will become essential, 


Finally, the experience of the interns can be used profitably in 
improving the program from year to year, At present, the School 
is inviting suggestions from the interns, planning to incorporate 
these suggestions where possible in future procedures, A more 
constructive approach would be to have the interns select two or 
three spokesmen to work closely with faculty administrators, The 
spokesmen would be responsible for gathering suggestions and 
general reactions from the other interns and communicating this 
information to the faculty. By discussing these suggestions with 
the faculty, the spokesmen would learn of the practical problems 
confronting administration of the program and could attempt to de- 
vise constructive solutions to these problems, 
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